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Abstr act

This study analyzes nationwide sanples of black and nonnminority
entrepreneurs who entered into small business ownership between 1976 and 1982.
Econometric nodels are estimated that seek to differentiate traits of owners
whose firns were still operating in late 1986 from those whose busi nesses had
di scontinued. Explanatory variables used to differentiate surviving firnms from
di sconti nuances include qualitative and quantitative neasures of owner hunan
capital, denographic traits, and owner financial capital inputs at the point of
busi ness start up.

Certain characteristics typify the firns that are nost likely to remain in
busi ness, irrespective of whether the owner is black or white:

1) investnment of substantial anmounts of financial capita
at the point of business startup

2) conmpeting in the open narketplace, as opposed to catering
to a minority clientele;

3) high levels of owner educational attainment.
The hi gher business di scontinuance rates observed anmong bl acks are rooted

strongly in the |l ower financial capital inputs that typify the black firms at the
poi nt of startup.



A.  Introduction

The proclamation that firns enploying fewer than 20 workers "have created
about 88 percent of all net new jobs" in the 1980s is only one of the numerous
expressions of renewed interest in small businesses (Birch, 1987, p. 16).
Traditional small business domains such as service industries are expanding their
share of aggregate econonmic activity (Brock and Evans, 1986, p. 17); rates of
entry into self-enploynent are clinmbing (Birch, 1987, ch. 3); nontraditiona
entrepreneurial groups -- wonen, blacks, Hispanics -- are pursuing self-
enpl oynent with increasing frequency (Bates, 1987, pp. 542-4). Economists to
date have performed few enpirical or theoretical studies of small businesses:
there have been nunmerous studies of production functions but few of
entrepreneurs.

This study analyzes nationwi de random sanples of black and nonminority
entrepreneurs who entered into small business ownership between 1976 and 1982.
Busi ness longevity is investigated utilizing qualitative and quantitative
measures of owner human capital; additional explanatory variables include
demographic traits as well as owner financial capital inputs at the point of
busi ness startup. Econonetric nodels are estimated that seek to differentiate
traits of owners whose firms were still operating in late 1986 fromthose whose
busi nesses had discontinued operations. Owmner human capital and financial
capital inputs at the point of business startup are found to be useful for
differentiating active firns from business discontinuances. In particular,
hi ghly educated entrepreneurs enploying |arger financial capital inputs are nore
likely to create viable, lasting firms than poorly educated cohorts whose inputs
of financial capital are |less bountiful. Possessing |ess of the inputs that are
associ ated with business viability, black owners as a group exhibit high firm
di scontinuance rates relative to nonnminorities. Finally, black firns are held

back in part by the nature of the markets in which they do business.

B. Entry into Self-Enploynent

Recent theoretical articles on entrepreneurship have produced severa
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i nteresting hypotheses about small business behavior. A sinple nodel by Lucas
concluded that persons having relatively nore entrepreneurial ability becane
entrepreneurs while those possessing relatively less ability became workers. In
the Lucas nodel, business formation and discontinuances involved "marginal"
managers characterized solely by a known nmanagerial ability paranmeter (Lucas,
1978, pp. 510-8).

A nore realistic nodel developed by Jovanovic assunes not only that
individuals differ in their entrepreneurial abilities but that they are also
unsure of their abilities. Those who enter self-enploynent gradually |earn about
their managerial abilities by engaging in the actual running of a business and
observing how well they do (Jovanovic, 1982, pp. 650-3). As they learn nore
about their abilities, their entrepreneurial behavior changes through tinme:
those who revise their ability estinmates upward tend to expand output while those
enmbraci ng downward estinates tend to contract or to dissolve their businesses.
Over time, surviving entrepreneurs acquire through experience precise estimtes
of their abilities; the younger firms exhibit relatively nore variabl e behavior
because they have |ess precise estimates of their true abilities. Because
younger firms are commonly smaller firns, these behavior patterns are predicted
to typify smaller and larger firms.

Dat a describing selected traits of snall businesses (Table 1) are consi stent
with Jovanovic's characterizati ons of entrepreneurship. These nationw de sanpl es
of small firms are split into groups of younger and ol der businesses: the ol der
firms, by definition, are owned by individuals who entered self-enployment before
1976; the younger firms entered between 1976 and 1982. Table 1 reports nean
val ues of 1982 total sales for the black and nonninority owner sanples, neasures
of sales variance, and finally, the percentage of the sanple firns that had
di sconti nued business operations by late 1986. Rel ative to the older firm
groups, the younger businesses were nore likely to discontinue operations by
| ate 1986; they were snmaller regarding 1982 annual sales, and nore dispersed

around the sales nean values. Anobng the younger black firms (Table 1), 30.9
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percent had discontinued business operations by |late 1986; the correspondi ng
di sconti nuance rate for whites was 25.7 percent. |In terns of nean 1982 sales
| evel s, bl acks | agged far behind white firms. Anong the younger firm groups, the
ratio of black to white nean sal es ($47,040 + $132,844) was 35.4 percent. Wile
firms forned before 1976 had rmuch hi gher average sales |evels than the younger
firmgroups, the gap between bl ack and white business sal es wi dened: the bl ack,
white sales ratio was 28.0 percent anong the sanples of firms forned before 1976.
Wthin each of the groups portrayed in Table 1, the younger firms clearly exhibit
the |l ess settled behavior that is consistent with Jovanovic's hypothesis that
they are in the process of learning their entrepreneurial abilities. An
unanswer ed question, however, concerns the causes of the disparities in nean

sal es and di scontinuance rates that typify white as



Table 1: Business Traits: Owners Entering Self-Enpl oynent before
1975 versus those Entering Between 1976 and 1982

Di sconti nuance 1982 total sales 1982 total sales n
rate, 1986 (rrean) (Std. dev./nean)

pre-1976 1976-82 pre-1976 1976-82 pre-1976 1976-82 pre-1976 1976-82

1. Bl acks 16. 9% 30. 9% $69, 231 $47, 040 2.24 3.21 2028 2796
2. VWite males 16. 4% 25. 7% $247,162 $132,844 5. 36 5. 69 3513 4447

Source: Characteristics of Business Owers survey, conpiled by the U S. Bureau of the
Census in 1987; unpublished data.
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opposed to bl ack- owned busi nesses. After a brief detour to explain
the nature of the data utilized in Table 1 and the renainder of
this study, causes of black, white business disparities are

investigated in detail.

C. The Data Base

The sanpl es of business owners anal yzed throughout this study
are drawn fromthe 1982 Characteristics of Business Oamers (CBO
survey. This data source describes small businesses (and self-
enpl oyed persons) in a nmanner unlike any previous large scale
survey. The public use sanples from the popul ation census data

(1980, 1970 ...) describe self-enployed people as individuals;

peri odi ¢ busi ness census data (1982, 1977 ...) describe busi nesses.
The CBO data base, in contrast, is the first data base of national
scope that describes self-enpl oyed people as individuals as well as
describing traits of businesses these people own, such as sales,
earni ngs, enployees, capital inputs, etc. The CBO survey includes
five distinct panels of data: explicit subsanples focus upon
bl acks, Hi spanics, other mnorities, wonen, and white males (U. S.
Bureau of the Census, 1987).

The definition of a "small business” is by no nmeans cl ear-cut.
The CBO survey drew its sanple from 125,000 busi ness owners who
responded to the 1982 Survey of Mnority-Omed Business
Enterprises. This survey, in conjunction with the 1982 Survey of

Wbonen- Omed Busi nesses, classified firmowners into three groups:
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wonen, mnority, or nonmnority male owned. These two surveys were
drawn from the universe of persons who filed in 1982 one of the
follow ng types of federal income tax fornms: Schedule C,

Form 1040 (sole proprietorships); Form 1065 (owners of
part ner shi ps);

Form 1120s (owners of subchapter S business corporations). Census
guestionnaires covering both owner traits and business traits were
sent out to 125,000 owners, and nearly 80 percent of the
guestionnaires were returned. In sonme instances, one owner of
several firns is picked up in the sanple; in other cases, multiple
owners of one firmare encountered. In this study, each firm has
a unique owner; nultiple owmers are not permtted. Anbng persons
filing Schedule C forms, many are not snall business owners
according to the commonly understood neaning of the term I
identified small business owners as the subset of the sanple where
owners had a financial capital investnent in the business that was
greater than zero and annual sales of at |east $5,000 in 1982.
Qoservations not neeting these criteria were dropped from further
consi deration. For exanple, 21,127 responses were received from
owners of firns classified as "white male owned": 30.4 percent of
t hese observations were dropped because the owners reported 1982
sal es of less than $5,000. O the remmining 14, 707 observati ons,
28.2 percent were dropped because owners reported no financial
capital inputs at the point of business entry. This reduced the

sanple size to 10,556 owners, and 8.5 percent of this group was
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dropped because of nonresponse problenms on certain key
questionnaire itens. The remaining 9,662 owners were connected
with 7,960 firnms, 3,513 of which were entered before 1976; the
remai ni ng 4,447 were entered by owners during the 1976-1982 tine
period (Table 1). Thus, 21,127 responses to the CBO survey

produced a sanple of 7,960 businesses owned by white males. This

sanple is representative -- regarding industry m x and geographic
| ocation -- of all white male small business proprietorships,
partnerships, and snmall business corporations that file tax

returns, subject to the constraints that they were operating in
1982 and produced total annual sales of at |east $5,000 in that
cal endar year.

The CBO survey collected data on several aspects of owner human
capital, including variables neasuring years of education,
manageri al experience, and small business exposure within one's
fam ly. Variables wutilized in the econonetric analysis, in
addition to the explicit owner human capital neasures, include year
of entry into self-enploynent, age and sex of owner, and whether
the owner created a firmde novo or entered an existing business.
The CBO survey collected data on the anmounts of financial capital
used by sel f-enployed persons to start or becone owners of their
busi nesses; these include debt and equity capital inputs at the
poi nt of business entry. O her relevant variables are average
hours of |abor input per week by the business owner, neasures of

the racial conposition of the clientele served by CBO firns,
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i ndustry of the business, 1982 sal es vol une, and whether or not the
busi ness was still operating in late 1986. Busi nesses still
operating in 1986 are referred to as "active" firnms; those that
have closed down by 1986 are "discontinued." Exact variable

definitions are summari zed bel ow

Ed2: for owners conpleting four years of high school, the val ue of
Ed2 = 1; otherw se Ed2 = 0.

Ed3: for owners conpleting at |east one but |ess than four years
of college, the value of Ed3 = 1; otherwi se Ed3 = 0.

Ed4: for owners conpleting four years of college, the value of Ed4
= 1; otherwi se Ed4 = 0.

Ed5: for owners conpleting five or nore years of college, the
value Ed5 = 1; otherwi se Ed5 = 0.

Famly sel f-enploynent: for owners whose cl ose relatives (nother,
father, brothers, sisters, others with whom frequent contact was
mai nt ai ned) either owned a business or were self-enployed in
prof essional practice, Famly = 1, otherwise; Famly = 0.

Managenent experience: for owners who had worked in a manageri al
capacity prior to owning the business they owned in 1982,
managenent = 1; otherw se, managenent = O.

Age2: for owners between the ages of 35 and 44, Age2
Age2 = 0.

1; ot herw se

Age3: for owners between the ages of 45 and 54, Age3 1; otherw se

Age3 = 0.
Aged: for owners 55 or older, Aged4 = 1; otherw se Aged4 = 0.
Sex: for male owners, Sex = 1; otherw se, Sex = 0.

Labor input: average nunber of hours per week in 1982 spent by the
owner working in or managi ng the busi ness that he/she owned.

Met hod of acquiring the business - if the owner entered a business
that was already in operation, Ongoing = 1; if the owner was the

original founder of the business, Ongoing = 0.
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Year in which the business was started or acquired - a series of
two variables reflecting the follow ng categories:

1. Tine82: if the business was started or ownership was acquired
during 1982, then Time82 = 1; otherw se Tinme82 = O0;

2. Tine80: if the business was started or ownership was acquired
during 1980 or 1981, then Tine80 = 1; otherwi se Ti nme80 = 0.

Debt : borrowed noney used to start or becone an owner of the
busi ness, neasured in thousands of dollars.

Equity: financial capital other than borrowed noney used to start
or beconme an owner of the business, neasured in thousands of
dollars. The dollar value of business assets contributed by the
owner at the point of business entry are also included as equity.

Leverage: the ratio of debt to equity.

Log capital: the logarithmof the sum of debt and equity capital.

Log sales: the logarithm of 1982 calendar year total sales
revenues.

Open market: for firms having over 25 percent nonmnority
custoners in 1982, open market = 1; otherw se, open market = 0.

| ndustry groupings: a series of self-explanatory dummy vari abl es
is enployed to identify firnms in six mgjor industry groups:
construction, mnmanufacture, transportation (this category also
i ncl udes conmmuni cation and public utilities), trade (includes both
whol esale and retail i ndustries), fire (includes finance,
i nsurance, and real estate), and service.

In the econonetric analysis summarized in Tables 6, 8, and 9,
t he education variable group excludes owners having |less than 12
years of formal schooling and the age variable group excludes

owners under age 35.

D. Empirical Analysis of the CBO Data Base

Whi |l e Jovanovic (section B above) captures the essence of the

turnoil that typifies recently entered small businesses, other
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social scientists have addressed the question: who are the likely
survivors of the sorting out process? Sone of their findings are
strai ghtforward: entrepreneurs are relatively well educated
(Dougl as, 1976, pp. 40-4). Oher studies enphasize |ess tangible
el enents of entrepreneurial success, such as test score patterns on
psychol ogi cal texts, suggesting that individuals are endowed wth
differing | evels of business acunen (McCelland and Wnter, 1969)
(Shapiro, 1976, pp. 83-8). The work of Lucas is in this tradition:
each individual has a known managerial ability "a", where a) is
the distribution of managerial ability across the population. A
firmconsisting of a manager and the capital and | abor he controls
can produce q = af (L,K) units of output. In his analysis of Snal
Business Admnistration |oan data, Bates found that a
straightforward nmeasure of firmsize -- the logarithmof total firm
assets -- had the greatest explanatory power for delineating failed
bl ack- owned busi nesses from survivors
(Bates, 1973, pp. 276-80). A simlar neasure -- total sales (Table
1) -- reveals differing size distributions for black and white
sanples of firns drawn fromthe CBO data base.

Tabl e 2 exam nes the distribution of firnms by sales categories
for the black and white owners who entered business during 1976-

1982. It is anong
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Tabl e 2: Di stribution of
Et hni c

G ouping (Entry between 1976 and 1982 only).

Tot al sal es,
1982

$5, 000- 9, 999
$10, 000- 24, 999
$25, 000- 49, 999
$50, 000- 99, 999
$100, 000- 199, 999
$200, 000- 499, 999
$500, 000 and up
under $50, 000 only

12

Firm Sales Levels, by Owner

27

32.
17.

11.

Bl ack owners

. 9%
7%
8%
7%
. 7%
. 6%
. 1%

. 4%

24.
18.
15.

10.

61.

VWhite owners

18. 0%
9%
5%
9%

8%

. 6%

. 2%

4%

Raci al ,
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t hese groups of younger firnms that discontinuance rates are hi ghest
overall, and the differentials between active and discontinued
busi nesses are greatest between whites and bl acks. Bl acks, in
particular, are relatively nunerous anong the snallest firm groups,
but not in the $100,000 plus categories: 60.7 percent of the black
firme reported 1982 sales of under $25,000 (Table 2) and 10.0
percent of this group generated sales volunes in the $100, 000 and
up size categories. Corresponding figures for whites were 42.9
percent under $25,000 and 22.6 percent exceedi ng $100,000. Table
3 illustrates the |ink between firmsize and di sconti nuance rates
for the black and white firms. Note that blacks in the $50, 000
pl us sal es categories report a business discontinuance rate of 17.4
percent from 1982 to 1986 which is nearly identical to the 17.5

percent discontinuance rate for white firnms of simlar size.



Tabl e 3:

301
37.5%

346
31. 2%

195
23. 7%

132
18. 7%

168
16. 7%

1142
25. 7%

300
17. 5%

842
30. 8%

14

Firm Sal es Level s and 1986 Status, by Oawner Racial, Ethnic
Grouping (Entry between 1976 and 1982 only).

Bl ack owners White owners
332203035333303033333303333330003)3)3)))))))
Total sal es,
1982 Active Discontinued Active Discontinued

23333333331333333333331333333333313))))))))

$5, 000- 9, 999:
# 458 322 501

% 58. 7% 41. 3% 62.5%
$10, 000- 24, 999:

# 613 301 763

% 67.1% 32. 9% 68. 8%
$25, 000- 99, 999

# 362 135 626

% 72. 8% 27.2% 76. 3%
$50, 000- 99, 999:

# 269 57 574

% 82.5% 17. 5% 81. 3%

$100, 000 and up:

# 231 48 841

% 82. 8% 17. 2% 83. 3%
All:

# 1933 863 3305

% 69. 1% 30. 9% 74. 3%

Above $49,999 only
# 500 105 1415

% 82. 6% 17. 4% 82. 5%
Bel ow $50, 000 only

# 1433 758 1890

% 65. 4% 34. 6% 69. 2%
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While black businesses in the higher size categories have
di scontinuance rates that are in |ine wth those typifying
nonm nority firms, those bel ow the $50,000 sales level are clearly
less likely to remain in business than whites. Black businesses
reporting 1982 sales of less than $10,000 exhibit the highest
di sconti nuance of any of the subgroups summarized in Table 3: 41.3
percent of the blacks were out of business by 1986. The abundance
of very small black-owned firns is rooted in part in the size of
the factor endowrents avail able to these businesses.

M croeconom c theories of firm behavior view businesses as
produci ng outputs, quantities of which are a function of |abor and
capital input |evels:

output = F (labor inputs, capital inputs)

Because margi nal products associated with these factor inputs are
assuned to be positive, increnental |abor and capital inputs cause
i ncreased outputs. Greater quantities of capital and | abor
therefore provide the resources that can generate higher sales
volunes relative to firns possessing fewer of these factors of
production. Factor endownrent quality simlarly influences sales
volume. Interrelations between factors of production also shape
factor input quantities and hence sales levels. For exanple, the
ability of owners to raise debt capital is related to factor
quality and quantity. Hi ghly educated and experienced
entrepreneurs investing substantial anounts of equity capital into

new busi nesses tend to have maxi num access to debt capital sources
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such as commercial banks. In general, the financial capital
structure of the small business at the point
of startup is endogenous: stronger startups have greater access to
sources of capital; they are less likely to be undercapitalized
relative to the weaker startup, which has severely limted access
to financial capital sources (Bates, 1989).

Smal |l er factor endownents at the point of business startup
expl ain nmuch of the size differentials observed anong the bl ack and
white sanples of firnms entered since 1976. |In particular, blacks
lag far behind nonmnority firnms in ternms of financial capita
inputs. Total financial capital at startup averaged $46, 200 for
whites -- nearly two and one half times greater than the nean bl ack
financial input of $18,574, (Table 4). |In terns of median inputs,
the financial capital investnent characterizing the white sanple is
exactly three tinmes the level reported by blacks. Only 6.1 percent
of the black startups began business with financial capital inputs
exceedi ng $50,000; the nmajority of these firns started with under
$5,000 in financial capital, and 71.9 percent of them began
operations with | ess than $10, 000.

The gap in financial inputs between whites and bl acks is w dest
in the case of debt capital, with white firns reporting nean debt
of $24,787, versus $9,270 for blacks. Conmmercial banks were the
mai n source of debt capital, exceeding by far the conbined total of
debt extended to these firns by all other sources. According to

Tabl e 4, over 32 percent of the white firns received bank | oans,
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and the corresponding figures for blacks was 25.1 percent. For all
of the firnms wunder consideration, bank l|oan recipients began
busi ness wth substantially |arger debt and equity capital than

t hose enpl oyed by
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Tabl e 4:
1982

Fi nancial Capital Structure: Firnms Entered in the 1976-

Ti me Peri od

Sanple Firne with Financial Capital |Inputs Greater than Zero*

Bl ack Wiite
1. Total financial capital
at time of entry:
nmean $18, 574 $46, 200
medi an $ 2,500 $ 7,500
% under $10, 000 71. 9% 52.3%
% under $50, 000 93. 9% 84.2%
Equity:
mean $ 9,304 $21, 412
medi an $ 2,500 $3, 375
% under $5, 000 69. 6% 54. 7%
Debt :
nmean $ 9,270 $24, 787
medi an 0 0
% under $5, 000 77. 3% 65. 8%
Leverage** (nean) 2.95 3.74
n 2796 4447

* Al firmse with 1982 sal es under $5, 000 are excl uded.
** |everage is defined as the ratio of debt to equity;
constrai ned

so that the value of the ratio cannot exceed 19.
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Tabl e 4: (conti nued)

Bank Loan Recipients Only

Bl ack Wi te
1. Total financial capita
at the time of entry:
nmean $35, 228 $79, 495
medi an $15, 000 $22, 500
% under $10, 000 48. 1% 28. 2%
% under $50, 000 86. 5% 72. 7%
2. Equity:
mean $10, 351 $21, 017
medi an $ 2,625 $ 4,125
% under $5, 000 67.5% 53. 9%
3. Debt:
mean $24, 887 $58, 479
nmedi an $ 7,125 $16, 625
% under $5, 000 43. 4% 24. 9%
4. Leverage (nean) 7.11 8.19
5. Percent of sanple
w th bank | oans 25. 1% 32. 1%
n 702 1426
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t hose not receiving bank | oans. Anong bl acks, for exanple, nean
financial capital inputs were nearly four tinmes |arger anong the
bank borrower group ($35,228) in conparison to nonborrowers. Bl ack
bank borrowers reported nean debt inputs of $24,887 versus $58, 479
for whites; nedian values of debt inputs reveal gaps of simlar
relati ve nmagnitudes.

Hi gh debt and equity |l evels commonly coexist anong the | arger
smal | business startups. Among the white bank |oan recipient
sanple, for exanple, the sinple correlation between the debt and
equity variables was +.62. In a related study explaining debt
input levels, | found that one dollar of equity capital, for white
bank | oan recipients, was associated with an increnental $1.58 in
debt capital, other things equal; in the black owner sanple, the
correspondi ng one dollar of equity input generated $0.55 in debt
capital (Bates, 1989). Wile a detailed analysis of the
determ nants of firm financial structure is beyond the scope of
this paper, it is clear that the financial capital inputs of black
owners are nuch snaller than those of their white cohorts, and that
bl acks, on average, are less highly | everaged than whites. Whites
consistently command nore financial capital than blacks at the
poi nt of business startup, and the differentials tend to be w der
for debt capital, narrower for equity capital

A second maj or difference between white and the bl ack business
sanpl e concerns access to markets. Most bl ack businesses sel

largely to other mnorities, and the firnms owned by mnorities in
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general -- and blacks in particular -- are heavily concentrated in
the central cities of the nation's l|argest netropolitan areas

Findings by Handy and Swinton indicate that the |ocal black
clientele is still the overwhelmng market for black-owned
busi nesses (Swi nton and Handy, 1983). They found that growth in
bl ack busi ness recei pts between 1972 and 1977 at the SVSA | evel was
powerfully influenced by the strength of |ocal black purchasing
power . Not surprisingly, black firnms are located largely in
central city areas where the population is predom nantly black and
Hi spani c. Many of these areas are characterized by |ow and
vari abl e personal incones, |ow |labor force participation rates, and
hi gh unenpl oynent rates anong their residents -- they are ghettos.
And the state of the ghetto business comunity reflects the
econom c circunstances of its clientele: the internal ghetto
market is weak due to the low incones of nobst of its residents.
Table 5 indicates that firns fromboth sanples -- black and white
-- differ systematically in ternms of sales, financial capital

enpl oynment, and di scontinuance rates when they are divided into two
gr oups: those serving a clientele that is largely or entirely
mnority and those serving a clientele that is either diverse
racially or largely nonmnority. The firnms described in Table 5
are classified as mnority narket oriented if 75 percent or nore of
their custoners are mnorities; others are classified as conpeting
in the nonmnority marketplace. VWhite-owned firns that are

mnority market oriented actually have the hi ghest discontinuance
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rate anong the business groups that serve this market segnent.
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Table 5: Racial Ethnic Conposition of the Customers of the Sanple Firns:
Busi nesses Entered in the 1976-1982 Tinme Period

A, Firms Oiented Toward the Mnority Market Place (nean val ues):

Bl ack owners Whi te owner s*

1982 sal es $38, 946 $88, 106

% w th sal es under $25, 000 63. 8% 52. 0%

Total financial capital $16, 187 $39, 014

Enpl oynent 0.4 0.6

% w th no paid enpl oyees 85. 4% 85. 0%

% still active, 1986 67. 7% 67.2%
n 1643 421

B. Firms Conpeting in the Nonnminority Market Place (mean val ues):

1982 sal es $59, 215 $128, 013
% w th sal es under $25, 000 56. 0% 40. 1%
Total financial capital $21, 975 $43, 656
Enpl oynent 0.8 1.6
% w th no enpl oyees 79. 6% 69. 2%
% still active, 1986 71. 2% 76. 4%
n 1153 2693

*Anmong white owners, nonresponse to the question of clientele racia
conposition was high
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Al t hough the black and white business owners are all very
di verse groups, certain traits stand out as typifying each of these
col l ecti ons of businesses:

1) Black owners begin business with the |east financial capita
inputs; black entrepreneurs are ol der than whites; black firns
are nost oriented to serving a mnority clientele.

2) Wiite owners begin business with nore financial capital and
human capital resources than bl acks.

Al'l of these differences are likely to explain some of the bl ack,

white differentials in firm sales (as well as discontinuance

rates).

In order to identify the relative inportance of these diverse
factors for explaining business viability, various econonetric
nodel s are estimated. First, sales are explained wwth a nmultiple
i near regression nodel in which the explanatory variables are
owner human capital and financial capital inputs, owner denographic
traits, and the conposition of the firms clientele. The rationale
behind this specification is straightforward. Hi gher quality and
greater quantity owner human capital inputs are expected to
increase sales. The quality of human capital is nmeasured by two
variables: years of formal schooling and manageri al experience;
| abor input quantity for the owner is picked up by average nunber
of hours worked per week in the business. Financial capital inputs
are neasured by the logarithmthe sum of debt and equity capital

i nvested by the owner at the point of business startup: greater
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financial capital inputs are expected to increase sales.
Appl i cabl e denographic traits include owner age and sex. Owners at
the tails of the age distribution, particularly those over 55, are
expected to generate | ess sales than those in the mddle of the age
di stribution of business owners. Mal e owners are expected to
produce greater sales, other things equal, than females. Regarding
clientele, firnms conpeting in the open market place are expected to
generate greater sales than those serving a mnority custoner
group.

The Jovanovi c nodel indicated that small business owners know
| east about their entrepreneurial abilities at the point when they
first enter self-enploynent. This is expected to cause the
youngest firnms to produce |ower sales relative to the ol der, nore
est abl i shed busi nesses. Anot her factor suggested by the Jovanovic
nodel concerns business entry via purchasing an ongoi ng busi ness
versus starting a new one. Purchasing an existing (ongoing)
business may permt a new owner to benefit from established
managerial procedures; sone degree of client goodw ||l may be
present. Consistent with Jovanovic's nodel, the new owner who is
unsure of his managerial abilities may reduce his uncertainty by
buying into a firm where managerial practices of the previous
owners are enbodied in the business. If this process of
pi ggybacki ng upon existing expertise is successful, then buying
ongoing firns, other things equal, should be associated wth higher

sal es | evel s.
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The dependent variable in the regression is the |ogarithm of
1982 business sales. A problemis presented by the fact that sone
of the sanple firns began busi ness during 1982; sales reported for
these firnms reflect |ess than 12 nonths of business operations. To
maxi m ze consistency of the sales variable across firns, those
formed during 1982 are not used. Finally, the sales variable is a
measure of the size and scope of the firns under consideration
sales attenpts to neasure the value of annual production. Annual
sales is really a proxy for annual val ue added by the firm Sales
is a good proxy for intraindustry data because sales should be a
fairly constant proportion of value added within a given industry.
Certain industries such as retail and whol esal e (trade industries)
are typified by value added that is a |low proportion of sales,
relative to other industry groups. Simlarly, construction
typically has a low ratio of value added to sales, while service
i ndustries nost commonly have high value added to sales ratios.
Thi s phenonenon is controlled for in the regressions (Table 6) by
i ncl udi ng dummy vari abl es representing six major industry groups:
construction, manuf act ur e, transportation, trade, fi nance,
i nsurance and real estate, and other services.

Table 6 reports the regression equation estimtes of |og sales
for the black and white owner groups. Mean values for all of the
Tabl e 6 explanatory variables are sumarized in Table 7. The Tabl e
6 findings indicate broadly that well educated owners investing

| arge anounts of financial capital in their businesses are |likely



27
to generate high 1982 sales |evels. Larger quantities of owner
| abor input are consistently and strongly associated w th higher
1982 sal es vol unes. Further, firnms fornmed in 1980 and 1981 are
clearly producing |low sales levels relative to businesses forned
in 1976-1979. Entering into an ongoi ng business is associated with
greater 1982 sales for both groups, but this phenonenon appears to
be particularly strong for white owners. Possessi ng nanagenent
experience prior to small business entry is positively related to
sales levels for all groups (Table 6), but the relationship between
sal es and experience is not statistically significant in the
case of black owners. The typical owner of a firmwth high sales
vol unmes possessed nmanagenent experience as well as four or nore
years of education beyond high school |evel. He purchased an

ongoing firm
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Table 6: Linear Regression Mdels: Explaining 1982 Total Sales for Oaners
Entering Business in the 1976-1981 Ti ne Peri od

Bl ack owners VWhite owners

Regression Standard Regressi on Standard

coefficient error coefficient error

Const ant 6. 5090* . 1837 6. 5589* . 1555
Ed2 . 1839* . 0650 . 0305 . 0665
Ed3 . 0623 . 0697 . 0008 . 0723
Ed4 . 1625* . 0877 . 2152* . 0772
Ed5 . 1632* . 0756 . 1340* . 0759
Managemnent . 0301 . 0444 . 1649* . 0410
Age2 .1377* . 0557 -.0043 . 0475
Age3 .1010* . 0611 . 0095 . 0553
Age4 . 0130 . 0757 -. 0904 . 0668
Sex . 1494~ . 0502 - - - -
Labor i nput . 0107* . 0010 . 0126* . 0009
Log capital . 3049* . 0187 . 3381* . 0146
Ongoi ng . 0844* . 0509 . 3044* . 0470
Ti me80 -.1607* . 0425 - . 2586* . 0387
Construction . 4272* . 1124 . 2945* . 0789
Manuf act ure -.0891 . 1703 . 4670* . 0866
Transportation . 0694 . 0998 . 0455 . 0853
Tr ade .4191* . 0833 . 5297* . 0701
Fire -.1978 . 1348 -. 0196 . 0924
Service -. 0236 . 0803 .1633* . 0668
Open mar ket . 1484* . 0434 -- --
M nority market -- -- -.1725* . 0659

n 2115 3679

R?2 = .257 F = 33.01 R? = .268 F = 70.55

"Statistically significant at the .05 |evel
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Table 7: Mean Val ues of Table 6 Explanatory Vari abl es

Bl ack owners White owners
Ed2 . 286 . 320
Ed3 . 240 . 208
Ed4 . 101 . 163
Ed5 .188 .192
Managemnent . 492 . 619
Age2 . 360 . 330
Age3 . 265 . 215
Aged . 132 . 122
Sex . 751 --
Labor i nput 41. 811 45. 643
Log capital 8.737 9.294
Ongoi ng . 231 . 241
Ti me80 . 495 . 461
Construction . 061 . 123
Manuf act ur e . 018 . 083
Transportation . 097 . 089
Tr ade . 285 . 226
Fi nance, insurance . 035 . 070
and real estate
Ot her service . 422 . 296
Open mar ket . 409 - -
M nority market -- . 092

Dependent vari abl e:

Log sal es 10. 073 10. 623
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and invested a substantial anount of financial capital into the
venture at the point when he entered into ownership of the
business. Finally, he had owned the business for at |least two full
years prior to 1982, and worked full-tinme in it.

Firms generating |ow sales volunes are the converse of the
above portrait. I nvestnment of financial capital into the
enterprise is low Oaners of firns reporting | ow 1982 sales |evels
are much nore likely to work only part-tinme in these ventures;
their educational backgrounds are often weak -- many possess | ess
than a high school degree. Finally, many of these firns have been
formed very recently, during 1980 or 1981. For both whites and
bl acks, orientation of the firm to a <clientele that is
predom nantly mnority is strongly associated with | ow 1982 sal es
vol unes.

Several of the nost inportant variables for explaining sales
| evel s perfornmed quite consistently in the regression equations.
The financial capital input and the quantity of owner |abor input
vari abl es showed very high and simlar |evels of explanatory power
for all groups. The tinme80 variable was a simlarly consistent
al though less powerful sales determnants, relative to the
financial capital and owner |[|abor input variables. Certain
i ndustries were found to be consistently and strongly associ ated
with high sales volunmes -- particularly the trade and construction
i ndustries -- which reflects their low ratios of value added to

sal es.
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For other explanatory variables such as age, variable
coefficients varied w dely across owner groups. Anmong bl acks,
owners in the 35-54 age brackets produced high sales |evels
relative to younger and ol der owners, but simlar relationships of
age to sales were not present anong whites. Mnagenent variable
coefficients, in contrast, were low for blacks but high and
statistically significant for whites. The human capital and age
variables clearly produce | ess stable variable coefficients across
the groups in conparison to other types of explanatory vari abl es.
Use of the open market variable to explain sales |evels
produced a problem unique to the white owner group. Due to the
design of the questionnaire that generated the CBO data base, firns
serving a clientele that was 90 percent or nore white were | east
likely to respond to the question regardi ng racial conposition of
the firms clientele. 1In fact, over 28 percent of the firns in the
white sanple did not answer this question. The open nmarket
variabl e was therefore not included in the
Table 6 white owner regression. Instead, the variable was
redefined to pick up only those white-owed firns serving a
clientele that was 75 percent or nore mnority: for white firns
whose clientele is 75 percent or nore minority, "mnority market",
= 1; otherwise this variable = 0. The coefficients (Table 6) of
. 1484 for open market and -.1725 for mnority market, for black and
white firnms respectively, indicate that both groups |ose sales

volune to the extent that they concentrate on a custoner base that
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is predomnantly mnority.

Tables 6 and 7 explain a substantial part of the |agging sales
of black-owned firns relative to the white nmale sanple. Lower
capital inputs and greater reliance on mnority nmarkets are the
maj or reasons why the black firns produced 1982 sales that were | ow
relative to whites. Oher reasons for relatively |Iow black firm
sales include |ower |abor inputs, a higher proportion of firns
formed in 1980 and 1981, a |lower proportion of owners with four
plus years of college, and, finally, relatively low variable
coefficients, particularly for the nmnagenent and ongoing
vari abl es.

As a group, the Table 6 regression equations explaining sales
| evel s were well behaved, with all equations being statistically
highly significant (F values ranged from 33.01 to 70.55).
Expl anatory variable coefficients had the hypothesized signs in
nearly all cases, excepting the age variables. The useful ness of
the Table 6 variables for explaining firm behavior is further
explored in the discrimnant anal ysis exercises reported in Tables
8 and 9.

Table 3 clearly denonstrates that low firm sales levels are
associ ated with high rates of business discontinuance. The factors
in Table 6 which explain sales |evels are expected to be useful for
explaining firmviability in general. The discrimnant analysis in
Tables 8 and 9 attenpts to clarify further the rel ati onshi ps anong

business viability and owner denographic traits, inputs of
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financial and human capital, and the racial conposition of the
firms clientele. The dependent variable in the discrimnant
analysis is whether or not the business is still operating in late
1986. Businesses that are still operating are active firns; those
t hat have closed down are discontinued. Expl anatory vari abl es
utilized in Tables 8 and 9 include the human capital and age
variables used in Table 6 as well as debt and equity capital
(nmeasured in thousands of dollars), and three new vari abl es:
1) Leverage: the ratio of debt to equity capital;
2) Ti me82: businesses started or acquired in 1982 are included
in the discrimnant anal ysis exercises;
3) Famly: famly, as well as leverage and tine82, is defined in
detail in section C above.

Fam |y busi ness background is of particular interest because
this factor has been repeatedly |inked by social scientists to the
busi ness acunen characteristic. Famly (close relative) pursuit of
sel f-enploynent is expected to encourage the developnent of
entrepreneurial values within an individual as well as increasing
one's famliarity with the small business mlieu. When asked,
"Prior to your going into business, had any of your close relatives
ever owned a business ...,"! 41.9 percent of the CBO white nuale
owner sanple responded affirmatively. "Cl ose relatives" included

parents, brothers, sisters, spouse, or other relatives with which

Thi s question appears as Census questionnaire itemnine on the CBO
survey form (U S. Bureau of the Census, 1987).
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the owner had frequent contact. Shapiro (1975) found that nore
than 50 percent of the entrepreneurs he studied had sel f-enpl oyed
fathers. In his classic study of Harlem small business, Caplovitz
(1973) found that owners from a small business famly background
were generally nore successful, and that famly business background
was nmuch nore common anong white than bl ack owners.

G eater quantities of both debt and equity capital inputs are
expected to inprove the viability of small business startups.
Scal e econom es are expected to be operative, thus reinforcing this
positive rel ationship.

Theorists, however, have produced contradi ctory hypotheses about
the inpact of debt financing on firmviability. Jdearly, borrowers
suffer when increnental debt capital inputs fail to generate
returns exceeding borrowing costs. Mdigliani and MIler (1963)
have shown that a corporate tax system with interest paynent
deductibility creates a situation where the value of the firmis an
increasing function of its debt -- total value ratio. Ohers have
claimred a downside for increased use of debt financing, that the
present value of the expected costs associated with potenti al
future bankruptcy also increase (Brennon and Schwartz, 1978, pp.
103-13). Not only do expected bankruptcy costs increase with debt,
but personal tax considerations which "pass on" the tax advantages
prevent many small firnms from capturing interest deductibility
features of debt. Al of this suggests that the hypothesis that

greater debt inputs increase firmviability may be qualified by a
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countervailing trend: a high degree of |everage nay reduce
viability.

Di scrimnant function standardi zed coefficients are reported
in Tables 8 and 9; the standardi zed variable coefficients permt
conparisons of the relative explanatory power of the independent
vari abl es. The sanples of black and white owners for which
di scrimnant functions are estimated are identical to the owner
sanpl es described in Tables 1 through 5 of this study. Unl i ke
Tables 6 and 7, firnms fornmed in 1982 have not been excluded. The
objective of discrimnant analysis is to weigh and conbine the
expl anatory variables in a fashion that forces the groups to be as
statistically distinct as possible. The analysis is successful in
the sense that the active and discontinued firns are shown to be
statistically distinct.

In order of explanatory power, the tinme80, tine82 variables
are nost successful at delineating active fromdiscontinued firns,
whet her bl ack or white. Financial capital inputs rank second in
terms of discrimnating power for black firns; they are third in
i nportance for the white sanple.

Fi nanci al capital inputs enter the analysis in two distinct
forns. Wien equity and debt enter as separate explanatory
variables, they are positively related to viability, with equity
generally enmerging as the stronger of the two variables. It is
advant ageous, however, to conbine these two variables. \hereas

equity and debt each assune zero values with nontrivial frequency,
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their sumis always greater than zero. Both variables are |og
normally distributed and their sum capital, is expressed in |og
form as an explanatory vari able. Use of capital (nodel two)
instead of its conponent parts results in a nore precise
discrimnant function as reflected in the applicable F values. The
| everage variable produced standardized coefficients that were
distinctly different across sanples. The applicable coefficient
for white firnms was .0276 (Table 9), suggesting that firmleverage
is trivial for delineating active fromdiscontinued business. This
finding nust be interpreted in view of the fact that the active
firms

(Table 9) are clearly nore highly |everaged than the discontinued
busi nesses. Reliance upon debt capital at the point of business
startup is clearly not associated wth business weakness or
hei ghtened risk of failure. Table 9 shows that, other things
equal , additional debt capital inputs increase business viability,
and that the discontinued firns actually utilize debt |ess than the
surviving businesses. Table 8 s discrimnant analysis findings for
black firns contrast with those reported for whites, with financi al

capital variabl es assum ng greater inportance.
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Table 8: Discrimnant Analysis: Blacks Entering Business in the 1976-1982
Tinme Period

Di scrim nant Function Di scrim nant Function Group Mean
Coefficients Coefficients Vectors
NI I I DD

St andar di zed St andar di zed Active Di sconti nued

coefficients coefficients firms firms
Vari abl e Model #1 Model #2
Ed2 -.0286 -.0277 . 286 . 298
Ed3 -.0238 -.0184 . 232 . 258
Ed4 . 0427 . 0416 . 099 . 109
Ed5 . 2366 . 1657 . 195 . 164
Managemnent -.2193 -.1958 . 480 . 509
Fam |y -.1815 -.1728 . 247 . 284
Age2 . 1411 . 1000 . 362 . 363
Age3 . 3674 . 2959 . 273 . 219
Age4 . 0100 -. 0059 . 118 . 123
Equi t y* . 1305 - - 10. 250 7.183
Debt * . 1195 - - 10. 281 7. 005
Log Capital -- . 4200 8.812 8.568
Lever age - - . 1675 3. 206 2.387
Ongoi ng -.2825 -.2839 . 220 . 275
Open mar ket . 1945 . 1675 . 425 . 384
Ti me80 -.6417 -.5762 . 355 . 416
Ti me82 -.7681 -.7003 . 218 . 301
Sex . 1457 . 0872 . 760 . 723

n 1933 863

Mul tivariate test for differences between the two groups:

1st nodel :
canoni cal correlation = .182
approx. standard error = .018

|i kelihood ratio = . 967

F =5.98 indicating that the group differences are statistically significant;
"= .01 |evel.
2nd nodel :
canoni cal correlation = .204
approx. standard error = .018

l'i kel'ihood ratio = .958
F 7.53 indicating that the group differences are statistically significant;
" .01 | evel

*Measured in thousands of doll ars.
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Table 9: Discrimnant Analysis: Wite Males Entering Business in the 1976-1982
Tinme Period

Di scrim nant Function Di scrim nant Function Group Mean
Coefficients Coefficients Vectors
NI I I DD
St andar di zed St andar di zed Active Di sconti nued
coefficients coefficients firms firms
Vari abl e Model #1 Model #2
Ed2 . 2624 . 2572 . 318 .334
Ed3 . 1541 . 1501 . 203 . 236
Ed4 . 4080 . 3957 . 174 . 145
Ed5 . 4990 .4661 . 200 . 152
Managemnent -.0682 -.0920 . 619 . 617
Fam |y . 0850 . 0716 . 425 . 388
Age2 . 0216 . 0008 . 327 . 321
Age3 . 1545 . 1254 . 218 .184
Age4 -.0562 -. 0636 . 116 . 127
Equi t y* . 2054 - - 24. 149 13. 491
Debt * . 0639 - - 27. 424 17. 157
Log Capital -- . 3525 9. 365 9. 097
Lever age - - . 0276 3.841 3.434
Ongoi ng . 1902 . 1157 . 250 . 217
M nority market -.2741 -.2538 . 086 . 121
Ti me80 -.6818 -. 6516 . 360 . 443
Ti me82 -.7282 -.7063 . 153 . 230
n 3305 1142

Mul tivariate test for differences between the two groups:

1st nodel :
canonical correlation = .186
approx. standard error = .014

| i kelihood ratio = . 965

F = 10.64 indicating that the group differences are statistically significant;
"= .01 |evel.
2nd nodel :
canoni cal correlation = .192
approx. standard error = .014

l'i kel'ihood ratio = .963
F 11.37 indicating that the group differences are statistically significant;
" .01 | evel

*Measured in thousands of doll ars.
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The fact that the |everage variable shows a strong direct
relationship to black firmviability is particularly noteworthy.
Wil e Table 8' s discrimnant function indeed inplies that greater
| everage |leads to greater firmviability, it may be that the |ine
of causation is running in the other direction. The foll ow ng
scenario seens |likely: black owners who can achi eve a position of
being highly I everaged are, in fact, extrenely attractive froma
credit risk standpoint. Regardi ng human capital wvariables in
particul ar, debt capital sources such as bankers have nuch nore
precise information on borrower traits than Table 8's discrim nant
anal ysi s
does. Wiile this study identifies owners with four or nore years
of college, the bank lending officer knows who has the C P. A
certificate as opposed to the B. A degree in art history. | am
suggesting that the CP.A would get the larger |oan, other things
equal ; thus the nobst viable business prospect in a world with
supply side constraints on capital access would get the |argest
| oan. An econonetric nodel that uses a crude neasure of the human
capital of the nost credit worthy owners would therefore be likely
to conclude that greater |everage, other things equal, is directly
related to greater business viability. The fact that the | everage
vari abl e coefficient, although positive for whites, is much | arger

in Table 8 is consistent with the finding that capital constraints
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are tighter for black owners.?

The strong and persistent finding is that additional inputs of
debt capital increase the viability of business startups, whether
white or black. Equity and debt capital input levels are
positively correlated (correlations range from+.21 for the entire
bl ack sanple to +.62 for the white bank borrower group), indicating
that these two capital sources are typically conplinents rather
than substitutes. The nore viable firnms at the point of startup
have greater access to debt: they borrow nore heavily than their
weaker counterparts; they create |arger scale operations; they are
nmore likely to still be active firns in late 1986. Particularly
anong bl ack owners, the discontinued firns as a group are nuch | ess
hi ghly | everaged than the active firm group.

In light of the findings linking firm viability to size of
financial capital investnment in snmall business startups, one may be
tenpted to conclude that nore debt would produce increases in firm
viability in an across-the-board fashion, particularly for bl acks.
This may be true for certain stronger firns, but nore debt is not
likely to benefit the weaker business startups. Before proceeding,
it is useful to summarize what is known about owners who make
substantial financial investnments in business startups:

1) debt and equity at the point of startup are conplinents;

’A recent study found that banks are significantly less willing to |end
bl ack-owned firns, even after applicable borrower and business traits are
controll ed for (Ando, 1988).
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2) in the CBO snall business sanples, the single nost inportant
determ nant of debt level is the size of equity capital
inputs: nore equity is associated with higher debt |evels
(Bates, 1989);

3) beyond equity, highly educated owners are the ones who

receive the largest | oans (Bates 1989);

4) a conplinentary study showed that the | argest | oans went to

t hose owners who possessed the highest personal incones prior

to entering self-enploynent (Bates, 1974). Having maxi mum
access to debt, therefore, is associated with 1) bei ng
hi ghly educated, 2) having a |arge personal inconme, and 3)
investing a substantial sum of equity capital into one's
smal | busi ness.

Whi | e discrimnant analysis findings on |everage are the nost
interesting of the enpirical results, the very strong findings
regarding tine80 and tinme82 are also inportant. The Jovanovic
nodel indicated that small busi ness owners know | east about their
entrepreneurial abilities at the point where they first enter self-
enpl oynent . The tinme82 variable identifies the newest of the
busi nesses in the business sanples. Anong white males, for
exanple, firms fornmed in 1982 (17.1 percent of the sanple)
accounted for 22.7 percent of the 1986 discontinuances. The sane
pattern characterized the black business group. The newest firns
are nost likely to fail and the tine82 coefficients indicate that

this factor is the strongest single determ nant of business
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viability. Simlarly, firms entered during the 1980-81 period
(time80) were nore likely to discontinue operations by 1986 than
t hose which entered between 1976 and 1979; they were less likely to
di scontinue relative to those entered in 1982. The | onger the
period since the owner entered his business, the nore likely it was
t hat the business remained active in 1986.

Anot her variable in the discrimnant analysis, which produced
very simlar results for the business sanples, was racial
conposition of the firms clientele. Reliance on a mnority
clientele, other things equal, is strongly associated w th busi ness
di sconti nuance whether the firmis black or white. Nonetheless, it
is the black business community that 1is disproportionately
handi capped by this phenonenon. Fewer than ten percent of the
white businesses relied upon a clientele that was 75 percent or
nmore mnority, while well over half of the black firmgroup relied
upon the mnority marketpl ace.

Sex of owner was one of the less inportant variables in the
anal ysis, but the findings for blacks do show that males were |ess
likely to discontinue business over the 1982 through 1986 tine
period than femal es. Age and education produced simlar results
for blacks and whites, although differences in magnitude typify the
variable coefficients. As in Table 6, age is a nmuch nore inportant
expl anatory variable for black owners than for whites. Blacks 35
to 54 years old are nuch nore likely to remain in business than

t heir younger or older cohorts. In every sanple, owners 55 and
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older are predicted to be nore likely to discontinue business,
relative to those 45 to 54. Owmers wth five or nore years of
college were, in every case, associated with active firms, but the
rel ati onshi p between education and firm survival was stronger for
whi tes, weaker for blacks.

The fam |y background variabl e had sharply different results for
bl acks and whites in the analysis. Com ng from an environnent
where one's parents (close relatives) were self-enployed is
associated wth |l ess business viability for black owners. The
entrepreneur as a role nodel may be perceived differently in
mnority and nonmnority comunities. One study argued that self-
enpl oyed bl acks have historically been perceived negatively in the
bl ack community (Bates, 1973b, Ch.2). This phenonenon m ght
encourage children of business owners to avoid self-enploynment. |If
sel f-enpl oynent has a | ow status, then parents who are successf ul
busi ness owners may i ndeed di scourage their children from pursuing
self-enploynent. More research is needed on this topic. However,
the anal ysis strongly indicates that uncritical acceptance of the
conventional wisdomthat comng froma famly business background
| eads to greater viability, is conpletely unwarranted. Finally,
purchasing an ongoing business was found to be a shortcut to
busi ness viability for whites but not for black owners. Business
buyouts are frequently financed by |oans from forner owners, but
this practice is nuch |less comon for blacks than whites; white

owners purchasing ongoing firns are nearly three tines nore likely
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to be financed by the fornmer owner, in conparison to blacks.
G eater assistance from forner owners may explain why whites are
nmore successful than blacks in creating viable firnms from buyout
si tuati ons.

The perverse behavi or of the managenent experience variable is
the one result that is difficult to interpret. Having nanageri al
experience is, for every sanple of firns, directly associated with
busi ness di sconti nuance. Alternative fornms of this variable,
measured as nunber of years of nanagenent experience, were
i nvestigated, as were various functional forns. These different
formul ati ons produced unstable variable coefficients, due partly to
correlations with two other explanatory variables, age and
education. A qualitative human capital concept such as manageri al
experience may not really be neasurable in sinple quantitative

terns.

E. Concl udi ng Renarks

The fact that firnms started wth larger financial capital and
human capital inputs are nost likely to stay in business partly
expl ai ns why bl acks exhibit rates of firmdiscontinuance that are
high relative to whites. Certain characteristics typify the firns
that are nost likely to remain in business, irrespective of whether
the owner is black or white:

(1) i nvest ment of substantial anmounts of financial capital at

t he poi nt of business startup;
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(2) conmpetition in the open marketplace, as opposed to
catering to a clientele that is overwhel mngly mnority;
(3) the owner is highly educated, possessing five or nore
years of coll ege educati on.
The hi gher business di scontinuance rates observed anong the bl ack
sanple is rooted nost strongly in the lower financial capita
inputs that typify the black firns at the point of business
startup. Rel iance upon a clientele that is 75 percent or nore
mnority ranks second as a cause of disproportionately high black
busi ness failure rates. These findings, in conjunction wth
conplinmentary findings on determnants of firm sales |evels,
suggest that progress in the black business community would be
fostered by greater access to capital nmarkets and nore active

participation in the open market place.
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